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Preface 


This booklet summarizes a report con- 
taining two studies dealing with Quebec’s 
access to financial markets. The first 
study, prepared by Douglas H. Fullerton, 
reviews the borrowing operations of the 
Quebec government and its agencies, 
with particular emphasis on the rapidly 
rising rate of borrowing during the 1970s, 
and on the record during the two years 
since Premier Levesque came to power. 
The second study has been conducted 
within the Department of Finance and it 
examines the allegation that Canadian 
financial institutions have underinvested 
in Quebec. 


Copies of the full text may be obtained by 
writing to: 

Canadian Unity information Office 

P.O. Box 1986, Station B 


Ottawa, Ontario 
K1P 6G6 


Highlights of previous reports in this 
series also may be obtained by writing to 
the address above. Titles published in the 
series to date are as follows: 


e Trade Realities in Canada and the 
Issue of ‘“‘Sovereignty-Association’”’ 


e Sovereignty-Association—the Con- 
tradictions 


e The Textile Industry—a Canadian 
Challenge 


e Transportation—a Unifying Link. 


CRA 


Part | Quebec’s access to 
financial markets 


Introduction 


Since the election of the Parti Québécois 
in November 1976 there has _ been 
increasing discussion and debate about 
the impact of that party’s independence 
goals upon Quebec’s finances. The dis- 
cussion has focussed in particular on two 
aspects of this question: first, the ability 
of Quebec to continue to borrow the 
money it needs for capital expenditures 
and other government requirements; 
second, the allegation that Canadian 
financial institutions have discriminated 
against Quebec in their investment deci- 
sions. 


The report, Quebec’s access to financial 
markets, deals with these issues, and 
attempts to answer some of the questions 
about them that have surfaced during the 
debate. 


e Have financial institutions been pull- 
ing money out of Quebec to the detri- 
ment of the province’s economy? Has 
their reluctance to invest in Quebec 
forced the province to borrow heavily 
in foreign markets? 


e How has the Lévesque government 
been able to finance its rising capital 
needs at a time when its government 
has been advocating that the prov- 
ince should pull out of the Canadian 
Federation? 


¢ How dependent is Quebec on access 
to world capital markets, and why 


have its needs been growing relative- 
ly faster than those of most other 
provinces? 


What would the possible impact be in 
terms of access to capital markets, if 
the Quebec government were per- 
ceived to be moving closer to the 
achievement of its sovereignty- 
association objective, however that is 
defined? 


In suggesting some answers to these and 
other questions, the authors of the report 
have avoided speculating about the 
future. The possible consequences of 
massive political or economic changes in 
a province or a country are too great to 
be speculated about lightly, given the 
fragile nature of investor confidence, the 
potentially destabilizing consequences of 
huge international capital flows, and the 
unpredictable nature of Canadian and for- 
eign reaction to fresh uncertainty. 


What the report does have to say about 
the future, therefore, is limited largely to 
suggesting that Quebec’s capital needs 
are so great that its government leaders 
will be forced to take these concerns very 
much into account in their approach to a 
new relationship with Canada. There is no 
doubt that the independence of Quebec, 
apprehended or realized, would be a trau- 
matic event for the whole of Canada. Its 
impact on all the factors that go into 
making any country creditworthy in the 
eyes of lenders—balance of payments, 
fiscal and monetary integrity, political and 
social stability, prospective trends in 
these and other related matters—would 
be massive and negative; the only 
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unknown is just how difficult things would 
become. Most of the economic analyses 
or forecasts about the future of a sover- 
eign Quebec appear to have neglected 
the impact of such factors. 


Quebec government borrowing 


One of the important Canadian economic 
phenomena of the 1970s has been the 
rapid increase in the rate of borrowing by 
the two senior levels of government. That 
of provincial governments combined has 
risen since the end of 1969 from $20 
billion to over $70 billion. Quebec’s debt 
alone, $5 billion at the beginning of the 
1970s, is now about $20 billion. The fed- 
eral debt grew more slowly until recently, 
but it has doubled from its end of 1969 
total of $27 billion. 


These are substantial amounts, even in a 
society which has become accustomed to 
inflation and to increasing government 
intervention in the local, provincial and 
national economies. What caused this 
rapid growth? The study suggests two 
trends in particular—the rise of budgetary 
deficits, the product of a decade of inno- 
vation in health, education and welfare 
programs, and substantial capital invest- 
ment by provincial Crown agencies, prin- 
cipally for electric power generation. 


Quebec’s debt increased very little during 
the Duplessis era. The coming of the 
“Quiet Revolution” of Premier Jean 
Lesage, however, brought growing gov- 
ernment involvement in the province’s 
economy. Noteworthy during the decade 
of the 1960s was the $600 million nation- 
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alization of the power companies, the 
continued expansion of Hydro-Québec, 
and the capital requirements of the rapid- 
ly expanding educational and health care 
Systems. When Premier Bourassa came 
to power early in 1970, capital spending 
on electric power generation accelerated 
to help meet the province’s growing 
demand for energy and in the face of its 
need to import ail its fossil fuels. Cen- 
trepiece of the hydro-electric program 
was the huge James Bay project, to cost 
$15 billion by the time the first phase is 
completed in 1985. 


The Parti Québécois in power 


With the requirements for James Bay 
coming to an annual peak of $2 billion in 
the late 1970s and with budgetary deficits 
growing, the province’s need for bor- 
rowed funds continued to increase. In 
raising the money it needed the Quebec 
government faced a new problem—the 
impact on its historic sources of capital of 
the government’s declared goal of full 
sovereignty or independence. Ever since 
the rise in the separatist movement in the 
early 1960s Canadian investors have been 
relatively unenthusiastic about Quebec 
bonds. But American institutions in 1975 
and 1976 had been very heavy buyers of 
Hydro-Québec long-term bond issues. 
Following Premier Lévesque’s New York 
speech in January 1977, however, the 
U.S. institutions made their dissatisfaction 
with the premier’s independence goal 
known, and the traditional U.S. market 
dried up for Quebec borrowing on any 
substantial scale. 


How then did the Lévesque government 
succeed in raising the large amount of 
borrowed capital it needed in 1977 and 
1978? Essentially in three ways: 


e tapping new sources of foreign capi- 
tal, principally overseas currencies 
and Eurodollars; 


borrowing from consortia of North 
American and international banks, on 
a short and medium term basis; 


expanding the rate of borrowing 
within Quebec by such means as 
sales of Quebec Savings Bonds and 
drawings on the Caisse de dépdt et 
de placement (established to invest 
funds from the Quebec Pension 
Plan). 


A number of factors contributed to easing 
the transition to these new sources of 
funds while traditional bond financing 
declined. One was the huge surplus of 
investible funds built up in those overseas 
countries with large balance of payments 
surpluses and appreciating currencies, 
such as West Germany, Switzerland and 
Japan. Their willingness to lend to 
Quebec was reinforced by their belief that 
Quebec would not separate from Canada, 
by the special place Hydro-Québec had 
achieved in the investment community 
over the years, and by the restraint shown 
in Quebec’s budget and spending pro- 
grams. 


Success—but at acost 


The study suggests that Quebec’s suc- 
cess in meeting its 1977-78 borrowing 
needs was tempered by several consider- 
ations. 
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The switch to overseas lenders and for- 
eign currencies has involved the province 
in considerable exchange risks, substan- 
tially greater than for any other province. 
The scale of these risks was dramatized 
by the fall in exchange value of the 
Canadian dollar in 1978. The conse- 
quences of our devalued dollar have been 
to increase the amount of the debt of 
Quebec and its agencies, if valued in 
Canadian dollars at December 1978 
exchange rates, by $2 billion, and to raise 
its annual bill for interest payments by 
over $200 million. These risks and costs 
will be reduced, however, if the Canadian 
dollar recovers from present levels. 


The loans have involved an appreciable 
shortening of term to maturity. These will 
add to refinancing problems over the next 
decade, increasing the amounts of new 
money needed each year. For Hydro-Qué- 
bec alone this adds another $500 million 
annually to its borrowing needs between 
now and 1982. 


What of the future? 


The outstanding debt of Quebec and its 
agencies is currently $20 billion in terms 
of Canadian dollars at December 1978 
exchange rates. There is a further $10 
billion debt for the municipalities and 
other public sector institutions such as 
universities and hospitals. The combined 
annual interest charges are of the order of 
$2.5 billion. 


These are substantial sums, but what of 
the future? In assessing Quebec’s bor- 
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rowing needs over the next few years, 
there are several important points to be 
considered. 


The first is that these needs will be sub- 
stantial, at or above recent borrowing 
levels. The requirements for James Bay 
will continue at close to $2 billion a year, 
at least until completion of the first phase 
in 1985. Added to this are the province’s 
own requirements to cover prospective 
deficits, which may well increase, and the 
borrowing by the municipalities and other 
public sector bodies such as hospitals. In 
gross terms, the combined demand upon 
lenders by Quebec governments and 
agencies is likely to be over $5 billion per 
annum. 


These are not small figures, much as we 
have become accustomed to new high 
levels of government borrowing and debt. 
The most confident minister of finance, 
viewing the collective needs of the prov- 
ince, its agencies and other public bodies, 
would have to be concerned at the magni- 
tude of the task, even under the most 
optimistic assumptions about the future— 
an economic resurgence, an improved 
Canadian balance of payments, and a 
stronger exchange rate for the Canadian 
and U.S. dollars. 


But what if new elements of uncertainty 
are introduced into this picture of the 
future, rather than the hoped-for favour- 
able developments? What if Quebec is 
perceived to be moving closer to in- 
dependent status, challenging the com- 
fortable faith of lenders that the province 
will continue as part of Canada, with its 
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bonds backed by an implicit federal guar- 
antee? What would be the impact of such 
a revised perception on the Canadian 
economy and balance of payments, and 
on the chances of a recovery of the 
Canadian dollar from present exchange 
levels? 


These are among the tough questions the 
Quebec government must consider as it 
weighs the possible conflicts between its 
urgent economic objectives and its in- 
dependence goals. 


After reviewing Quebec’s financial 
requirements and the emerging manner in 
which it has met those requirements, the 
study concludes that capital markets— 
domestic and foreign—are sensitive to 
political developments. If the political cli- 
mate is considered to be unstable, capital 
markets react by either demanding higher 
yields and/or making less money avail- 
able. There is littke doubt that political 
uncertainty in Quebec has exacted an 
economic price. 


Part Il Holdings of financial 
institutions and interprovincial 
capital flows 


This second study, conducted within the 
Department of Finance, considers first the 
nature and complexity of capital flows 
within Canada as a result of the normal 
functioning of markets. Gross inflows and 
outflows of each province can _ be 
balanced against each other to determine 
the net capital flow. When that net is 
inward, the province or area is on balance 
drawing on the savings of the rest of the 
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country to finance the excess of its invest- 
ment over saving. When the net flow is 
outward, a province is supplying savings 
to the rest of the country. 


A table in the study gives net provincial 
flows for the 15-year period 1961 to 1976 
and shows that Quebec received a net 
inflow of almost $11 billion; practically all 
of this occurred in the three years 1974, 
1975 and 1976. Ontario and Alberta were 
the principal suppliers of savings to the 
other provinces. The study emphasizes 
that since Quebec’s net capital flow 
approximated zero between 1961 and 
1973, and the Quebec government bor- 
rowed substantially outside the province, 
private sector outflows must have 
exceeded private sector inflows during 
this period. In 1974 to 1976, however, 
total inflows into Quebec exceeded gov- 
ernment borrowing, so that the direction 
of net private flows was also inward. 


The financial institutions 


The chartered banks as a group have 
been the most important of the financial 
institutions, accounting for $20 billion in 
Quebec-held assets, about half the total 
for all the financial institutions. The cais- 
ses populaires and credit unions (an 
exceptionally large group in Quebec) 
account for another $9 billion of assets, 
and life insurance companies, $5-6 billion. 


The study discusses a number of statisti- 
cal problems in allocating financial assets 
regionally, particularly such assets as 
business loans or institutional holdings of 
corperate securities, and some arbitrary 
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assumptions have to be made for certain 
of the assets. The study concludes, how- 
ever, that the regional split for those 
assets where allocation procedures were 
straightforward tended to validate the 
overall results. 


The main conclusions are as follows: 


e The Quebec assets of the chartered 


banks exceeded their deposit liabili- 
ties in the province (19.3 per cent of 
assets at end of 1977 vs 17.5 per 
cent of liabilities). 


Mortgage and loan companies and 
trust Companies show a balance in 
the other direction. Their Quebec 
liabilities exceed their assets, appar- 
ently mainly because of their lower 
mortgage lending in Quebec. 


Data for the regional distribution of 
the total assets and liabilities of life 
insurance companies is not publicly 
available, and the validity of such fig- 
ures aS have appeared has been 
challenged (such as_ during the 
debate over Sun Life Assurance 
Company of Canada moving its head 
office to Toronto). However, the 
regional distribution of selected 
assets and liabilities, suggests that 
Quebec-based assets have been 
growing less quickly than the assets 
in the other provinces. Against this is 
set the fact that large multi-national 
insurance companies operating in 
Quebec, mainly American, have been 
large investors in Quebec govern- 
ment securities, and in assessing the 
regional balance of their portfolios, 
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they take these holdings into 
account. The conclusion, based on all 
the available information, is that if 
there is any shortfall in overall insur- 
ance company investment in Quebec 
it is in the field of mortgage lending. 


The study then examines the mortgage 
market in Quebec, and concludes that 
there is little empirical evidence of a hous- 
ing shortage based on an insufficiency of 
funds. In fact, housing prices in Quebec 
are lower than in the other provinces, and 
the proportion of equity that Quebeckers 
have in their homes appears to be higher 
than elsewhere in Canada. One explana- 
tory factor for the apparently low Quebec 
mortgage holdings of national financial 
institutions is the especially important role 
that the caisses populaires play in Quebec 
mortgage financing. Mortgage lending by 
credit unions in other provinces is much 
less important in relation to the major 
financial institutions than the caisses are 
in Quebec. 


Summary 


As a general proposition, there appears to 
be no legitimate basis for criticism when 
financial institutions facilitate the flow of 
savings from one province to another. The 
fundamental purpose of financial inter- 
mediaries is to transfer funds from savers 
to investors and it is unlikely that invest- 
ment opportunities with an adequate rate 
of return will always be equal to savings 
on a provincial basis. 
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The assets and the liabilities of the char- 
tered banks appear to have been in bal- 
ance in Quebec in recent years. The trust 
companies have had net outflows of capi- 
tal from Quebec but some other prov- 
inces have had a similar experience; 
Ontario, in particular, has had net out- 
flows at twice the Quebec level. As for the 
mortgage loan companies, they may have 
been responsible for small capital out- 
flows from Quebec but these outflows 
appear to have been about one-third of 
the level of those from Ontario. While 
complete data are not available for the 
regional activities of life insurance compa- 
nies, it seems that their investment in 
Quebec provincial bonds has been gener- 
ally in balance with their premiums and 
annuities in that province. To the extent 
that any of these financial institutions 
have been capital exporters from Quebec, 
the reason can probably be attributed to 
their limited activity in the Quebec mort- 
gage market. This lower level of mortgage 
investment in Quebec is likely due, how- 
ever, to a relatively lower demand in 
Quebec for mortgage money. In conclu- 
sion, therefore, the argument that finan- 
cial institutions have underinvested in 
Quebec is not supported by the available 
evidence. 
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